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Cuaprer | 
INTRODUCTION 


At this time of the year a large number of our heavily taxed 
American public are inclined to give serious thought to their in- 
dividual income tax sittiation, People are eager to receive tax 
information—especially, information about how they can reduce 
personal income taxes, They sean the rewspapers for tax articles ; 
they disctiss theif problenis with frletids having sitiilar tax sitta= 
tiotis; atid the wiser arid more prudent individuals consult thelr 
professional tax advisue thelr accountant, their lawyer, oF seme 
other advisor ini they have eonfidenee, 

This publication is made to help satisfy that thirst fer tax 
information possessed hy those individual taxpayers concerned 
with their personal investments in real estate, It is net directed 
io the student of taxation or to the professional tax advisor, Te 
these groups the information contained herein would be elementary 
and fundamental, The purpose, however, is to help the individual 
taxpayer to he more aware of the tax consequences of the elreum- 
stances surrounding his real estate investments, The information 
contained herein should not be substituted for professional tax 
advice, On the contrary, it is hoped that by having his attention 
called to some of these tax consequences, the taxpayer will benefit 
and protect himself by conferring with his tax consultant, 

The businessman and investor cannot be expected to keep 
abreast of the tax laws, It is difficult enough for the accountant 
or the lawyer who is working constantly in this field to keep 
himself well informed on the subject. There are, however, certain 
basic tax laws or principles which are well established. Most of the 
basic laws do not change much from year to year and are not so 
complicated that the individual investor cannot be well acquainted 
with their meaning. The objective here is to review the basic tax 
principles as they apply to real estate investments and to discuss 
the recent changes made by the Revenue Act of 1951, which has just 
been passed by Congress. 


This is not a study designed to present the so-called “loop- 
holes” in the tax law. The use of this term sometimes implies a 
violation of the tax laws. Deliberate tax evasion is one of the 
most serious of all federal offenses. Every taxpayer should be 
intelligent enough to realize that he must comply with the laws as 
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they are written, and he should insist that the one who prepares 
his income tax return reports every item of taxable income and 
includes only those deductions which are allowed by law. A 
willful and deliberate violation of the tax law by an individual or 
by the one who prepares his return is inexcusable. On the other 
hand, there are many instances in the law where the taxpayer is 
offered relief from the tax burden and where definite tax savings 
can be accomplished by careful planning and by proper reporting. 
By all means, the taxpayer and his advisor should take advantage 
of every legal opportunity that the law allows for reducing taxes, 


Contrary to popular belief, one of the chief aims of our income 
tax law is to provide a fair and equitable treatment of the taxpayer, 
The author's experiences in conference with Internal Revenue 
Agents and with Deputy Collectors have always indicated that 
these employees of the Bureau of Internal Revenue make every 
effort to be fair to the taxpayer and fair to the government in their 
interpretation of the tax law, ‘This is true, even though in many 
instances these men are forced to “lean over backwards” in favor 
of the government when the taxpayer has deliberately attempted 
some form of tax evasion, 


The limited scope of this paper must be kept in mind by the 
reader, Of the multitude of federal, state, and local tax laws, 
only the federal income tax law is being considered here, No 
attempt has been made to branch into the field of corporation of 
other business tax laws, The subject of this study is the effect 
on personal real estate investments of the basic tax laws as modified 
by recent legislation, 


Three general subdivisions of the material have been made, 
The first section deals with the determination of the annual net 
taxable income or loss from the operation of the property, The 
second part discusses the gain or loss upon the sale or other 
disposition of the property, A third section has heen devoted to 
the treatment of special problems arising where the property has 
heen received hy gift, devise, or inheritance, 
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THE MAINTENANCE OF ADEQUATE RECORDS 


The successful businessman or investor should need no reminder 
of the fact that chronological, accurate records are the basis of all 
proper reporting. Several years after a tax return is filed, the 
Commissioner of Internal Revenue may request an explanation 
and supporting evidence for some or all of the items on the return. 
Ledgers, journals, and books of account should be kept permanent- 
ly, All records relating to property should be preserved for a 
minimum period of three years beginning the year after the 
property is sold, 

When property is originally purchased, a complete record 
should he made of the cost price (properly analyzed as to ‘its 
component parts), legal fees, title insurance, surveys, commissions, 
and any other expenses or pertinent information concerning 
purchase of the property, If the property is held for investment, 
a complete record should be kept of the cost of maintenance, 
management, and other expenses incurred in connection with its 
preservation and operation, Investment counsel fees or commis- 
sions; custodian of escrow fees paid to the bank; safety deposit box 
rent; atiditors’, accountants’, and attorneys’ fees; and traveling 
expenses when incurred for the purpose of looking after the in- 
vestment property should all be carefully recorded, Of course, all 
bank statements, checks, and deposit slips should be preserved. 

Innumerable decisions have been handed down against the tax- 
payers where their records were not adequate to support. their 
claima, An outstanding recent example is the ease of Carl Smith! 
decided by the Tax Court on August 31, 1950, ‘The taxpayer was 
a co-owner of property which had been purchased many years 
previously and which was sold in 1943 for a loss, In the resulting 
controversy over the deduction for the loss, the taxpayer was 
required to prove the amount of his original cost, 


There was testimony that a payment of $12,000 was made at 
the time of purchase; but there was also a business acquired in 
the deal, and it was not clear what portion of the payment was 
allocated to the real estate, The Court did look to the official 
records of assessed values in an attempt to find what part of the 
payment was made for the property, It admitted that assessed 


1Carl Smith, Tax Court Memo, August 31, 1950, 50205 P-H Memo T,C, 
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values were a poor measure of market value, but it had no other 
yardstick to use. The assessed values indicated that the market 
value of the property was low, and as a result the taxpayer was 
not able to prove the amount of his original cost or that he had 
sustained a loss upon the final sale of the property. 


One item of record keeping which is often overlooked is the 
distinction between capital expenditures and ordinary operating 
expenses. A careful record should be kept of all items expended 
for permanent improvement of the property. Additions, replace- 
ments, and extraordinary repairs which lengthen the life of the 
property should generally be treated as capital expenditures and 
should be added to the original cost price. All other expenses in 
connection with the property should be treated as annual operating 
expenses and should be deducted in the current year. 


The value of keeping records on permanent improvements was 
emphasized by the Tax Court in the decision in the Simmons case’, 
decided August 30, 1950. One of the issues in the case was 
whether the taxpayer had a $900 gain on the sale of her residence. 
The Commissioner thought she had because the selling price 
exceeded her original tax cost. She claimed, correctly, that her 
original cost should be increased by capital improvements added to 
the residence since its purchase in 1936, She had made expendi- 
tures for a new roof, an additional room, walks, landscaping and 
other improvements totaling at least $1,000. She did not have her 
records and was not able to substantiate the amounts expended for 
such purposes. The testimony indicated that she did not know 
how much she had spent for such items. In the absence of proof 
as to amount, the Tax Court made its own conservative estimate, 
which was about one-half what the taxpayer had claimed. 


The court in making its decision said: 


The burden of proof was on the petitioners, and they 
were handicapped by the failure . . . to keep any books, 
and by the fact that such records as were kept, consisting 
of check stubs, deposit slips and cancelled checks, were 
destroyed or mislaid prior to the trial. . . . The evidence 
...is not clear as we feel it should have been and we have 
had to resolve some doubts . . . against the petitioners. 


Another taxpayer will not soon forget the advantage of proper 


o_o Rose L,., Tax Court Memo, August 30, 1950, 50211 P-H Memo 
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record keeping. The following example shows what can happen :4 


Kowkabany was positive the revenue agent was wrong, 
but his records didn’t show it; they were just a sorry 
mess. He read the deficiency notice over again, slowly. 
It still read the same: “You owe $84,000 in all: Back 
taxes of $56,000 and fraud penalties of $28,000.” 
Kowkabany got busy. He hired a firm of accountants to 
reconstruct his income for the three tax years in question. 
They thought it looked bad. Among other things, bank 
deposits totaled $435,000 more than the sales reported 
for those years. But the accountants checked evertyhing 
thoroughly. They ploughed through his records, his 
banks’ records, public records. (Items: They compared 
cash receipts with inventory and average mark-up, 
checked returns for previous years, made surprise audits 
at Kowkabany’s five stores.) It cost money; the account- 
ants put in 1400 man-hours. It was worth it. The 
explained the $435,000 excess easily ; it resulted from (1 
transfers of deposits among Kowabany’s three banks, and 
(2) the huge cashing of customers’ checks in the stores. 
At the end they told Kowkabany his tax returns were 
right and they could prove it. An attorney tried the case 
in the Tax Court. Result: no deficiencies, no penalties. 


The importance of the function of the bank account in the 
maintenance of adequate records cannot be over emphasized. The 
deposit record, check stubs, cancelled checks, duplicate deposit 
tickets and the bank statement itself are basic records which every 
taxpayer must keep. These furnish a multiple written record, 
which insures greater accuracy, makes auditing and verification 
of the records possible, and strengthens the credibility of the data 
when used as supporting evidence. For example, the deposit record 
must agree with the duplicate deposit slips, with the deposits shown 
on the bank statement, with the increases made to the bank balance 
on the check stubs, and finally with the total cash receipts (income 
on the cash basis) reported on the income tax return. 


The check stubs usually provide the most convenient place to 
record pertinent tax information. On the stub of every check 
should be written complete information which will enable the 
taxpayer or the one who prepares his tax return to understand 
completely the transaction involved. It may be as much as twelve 
months later when the return is prepared, and very often the one 


3Prentice-Hall Weekly Letter on Taxation and Government Regulation, 
Prentice-Hall, Inc., September 26, 1949; Kowkabany, C.J. Tax Court Memo, 
August 10, 1949, 49191 P-H Memo ‘T.C, 
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who made the original recording cannot remember the details of 
the transaction without a complete written record. When deposits 
are made, the deposit slips should be carefully marked as to the 
source of the income. A deposit record should be maintained, 
showing every item received during the year. It is standard practice 
among auditors to require that all cash receipts be deposited intact 
when they are received. When this is done, the bank statements 
show a complete record of all income received during the year. 
This procedure is equally applicable to investors who own real 
estate. All rents, royalties, or income of any nature from the 
property should be deposited intact in the bank. 


No expenditures should be made out of cash receipts. In almost 
all cases, disbursements should be made by check. If it becomes 
necessary to make expenditures in cash, a written record should 
be immediately made. A convenient method of preparing a written 
record is for the taxpayer to write a check to himself covering 
items of cash expended and showing the details of the expenditures 
on the check stub. 


There are many reasons other than for tax purposes why the 
real estate investor should maintain adequate records. As in any 
business a complete record of income and expense is essential 
to efficient management. It is desirable to pro-rate the cost of 
operation to the various properties involved—thus making it 
possible to arrive at a net rate of return on each of the investment 
properties. The use of several bank accounts is a convenient 
method of maintaining separate records on various properties. 
Since in any event the real estate investor will probably have at 
least one investment account at the bank he might as well take 
advantage of the opportunity to follow the well known slogan, “Let 
the bank do your bookkeeping for you!” A wise businessman, 
investor, and taxpayer will keep adequate records and will be able 
if necessary to support the items on his tax return with proper 
evidence, 
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FARM LANDS AND RANCHES 


Ownership for Pleasure or Profit 


One of the first and most troublesome problems in connection 
with investment in farm lands is the question of whether or not 
the owner qualifies as a farmer for Federal Income Tax pur- 
poses. The mere ownership of the farm does not prove that the 
title holder is a farmer. Living on the farm is not conclusive 
evidence, either. The Bureau of Internal Revenue takes the 
attitude that a person cultivating or operating a farm for recreation 
or pleasure is not regarded as a farmer, especially when his efforts 
result in a continual loss from year to year.! Legally, the courts 
have passed off the question by using the time-worn phraseology 
that it is a question of “intent.” It is interesting to note here that 
the House Ways and Means Committee in the drafting of the 1951 
tax bill included a provision that if at least three out of five years 
show losses, and if the total losses exceed $20,000, none of the 
farm losses will be deductible. This proposal was dropped from 
the bill before it was passed by the House. However, it does show 
the attitude of many Congressmen and of the Bureau on the 
subject of “hobby” farms. 

A tax court case? in April, 1951, involved a business executive 
who had purchased a farm located near his place of business. He 
had lived on the farm but carefully segregated his personal, 
business, and farm records. The farm had sustained losses for a 
ten year period, and he had deducted them as business losses. In 
allowing these deductions the court was convinced that there was a 
bona fide motive in purchasing and operating the farm for a profit. 
All of the circumstances surrounding the purchase and operation 
of the farm were considered. The keeping of separate, accurate 
records was an important factor contributing to the taxpayer's 
SUCCESS, 

In a similar case, also allowing the deductions, the court said 
that losses alone are not enough to make the farm a hobby, In 
order for them to be non-deductible, the farm must be operated 


for recreation or pleasure as opposed to being operated for a 
profit, 


Department Regulations 111, Section 29,22(a)-7, 
2Fageol, Tax Court Memo, April, 1951, 
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Cash or Accrual Basis 


Assuming that the investor is to be considered a farmer for 
tax purposes, another problem that arises is whether the income 
and expenses should be reported under the “accrual basis” or 
under the “cash basis.” Under the accrual basis, expenses and 
income may not have been actually paid or received in cash. The 
accrual basis, of course, necessitates the computation and inclusion 
of beginning and ending inventories of farm products. Also, the 
accrual basis makes it necessary to keep more detailed records 
since the books must actually be kept on the accrual basis. 


Under the cash basis, income is reported whenever it is received 
and expenses are deductible when they are paid. Therefore, it is 
possible to some extent under this method of reporting to control 
the taxable income for the year by making expenditures during 
the latter part of the year or by deferring them until the first part 
of the next year. 


Regardless of whether the cash or accrual basis is used, capital 
expenditures for the acquisition of property used in connection 
with the farm operations are deductible only through depreciation 
allowance, spread over the taxable years comprising the useful 
life of the assets. Also, under either basis the cost of a product or 
an animal purchased is not deductible as an expense but must be 
applied against the proceeds of the sale of that product or animal. 
Most farmers prefer to operate under the cash basis because of 
the ease in keeping records, the absence of the inventory problem, 
and the slight opportunity to control the income as described 
above. 


Capital Expenditures or Ordinary Repairs 


It is important there as in other investment areas to distinguish 
carefully between capital expenditures and ordinary repairs. In 
general, the following items are considered to be capital expendi- 
tures: “the cost of trees and the planting of trees; drilling and 
equipping wells; building irrigation canals and ditches; laying 
irrigation pipes; installing drain tiles and ditches to prevent 
erosion; constructing earthen, masonry, or concrete tanks, reser- 
voirs, dams, ditches, or silos; building roads; and the cost of 
physical equipment having a life in excess of one year.”> The 


3Mimeograph 6030, Cumulative Bulletin 1946—2, p. 45. 
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Treasury Department has prepared a publication* which shows 
suggested estimated useful lives of different classes of property. 
This information is to be used only as a guide, and the depreciation 
should be based in any given case on the best estimate of the useful 
life of that particular property. 


A special problem arises in connection with the use of fertilizers, 
limestone, and phosphate to increase the productiveness of the 
soil. The cost of such items should be spread over the estimated 
years of effectiveness. In the case of many fertilizers, the 
effectiveness only applies to the current year’s crop. In this case 
the expenditure would be entirely deductible in that year. 


4Bulletin “F,’ revised January 1942, Income Tax Depreciation and Obso- 
lescence, Estimated Uscful Lives, and Depreciation Rates, Treasury De- 
partment—Bureau of Internal Revenue, Washington, D. C 
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CHAPTER IV 


RENTAL PROPERTY—BUSINESS AND RESIDENCE 


Rental Property vs. Stock-in-Trade 


Careful planning and proper reporting are fundamental require- 
ments for taking advantage of tax-saving opportunities. In the 
case of real estate investments, it is of primary importance to 
establish the status of the investment, even before the purchase of 
the property is made. If the property is held primarily for sale to 
customers in the regular course of business, then, taxwise, the 
property is treated as inventory or stock-in-trade. Any gain made 
upon a sale is ordinary business income, and losses are fully 
deductible. If there is an excess loss in any one year, it may be 
applied against prior or subsequent years’ income by means of the 
carry-back and carry-forward provisions relating to net operating 
business losses. Depreciation is not deductible on property of this 
nature. It should be noted that the taxpayer may have only one 
transaction; and thus business as used here for tax purposes is 
not synonymous with the ordinary usage of the term real estate 
business. 


The business of buying and selling real estate as described above 
is entirely different from the business of holding real estate 
primarily for rental purposes. Again, there need be only one 
transaction, and it is immaterial whether the taxpayer has any other 
business. In this case, for tax purposes, the taxpayer is in the 
business of renting the particular property involved. Such prop- 
erty is described as being “‘used in the trade or business” of the 
taxpayer. Although such property is not a capital asset, gains 
resulting from its sale are capital gains and losses are ordinary 
losses, fully deductible, if it has been held for a period of over six 
months.! Losses on the sale of such property are not operating 
losses since the property is investment property used in the trade 
or business and not inventory held for sale in the regular course 
of the business. Therefore, such losses may not be carried forward 
or back to other years. Losses resulting from the actual renting 
of the property would, however, be operating losses. Depreciation 
is deductible as an ordinary business expense. Several cases 


1This assumes that this transaction was the only one entered into by the 
taxpayer during the year. 
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dealing with the distinction between these two classes of real 
estate businesses are presented in the next chapter under the 
subject of the sale of real estate investments. 

Again, it is immaterial what other business the taxpayer has 
or how much time is devoted to it. If there is evidence of an active 
promotion of the sale of real property, the court may hold that 
such activity places the taxpayer in the additional business of 
buying and selling real estate. Subdividing property has univer- 
sally resulted in ordinary income from sales and not capital gains 
since the taxpayer is in the business of selling real estate. This 
is true even though the property may have been originally 
purchased for investment or for other business purposes and so 
used for a period of years. The Commissioner merely takes the 
attitude that subdividing in itself is prima facie evidence of an 
intent to enter the business of selling real estate. 


Tax Position of the Landlord and the Tenant 


Assuming that it can be established that the property is held 
primarily for rental purposes, the next problem is the careful 
planning of the lease contract. The terms of the lease in most 
cases determine whether the lessor or the lessee will have the tax 
burden or benefit resulting therefrom. Generally, the amount of 
income from rental property is fixed and determined. As stated 
above, the taxpayer should immediately deposit all receipts in the 
bank so that the bank statement will contain a complete record of 
all income received. 

In addition to ordinary rent income, leases often provide for 
advance payments to be made by the tenant, such as option pay- 
ments or bonuses paid before the lease is signed to assure the 
tenant of possession. Taxwise, the treatment of advanced payments 
depends upon the freedom of use which the landlord has over the 
deposit. If it is actually advance rent with no restrictions as to 
use, then the full amount is income in the year of receipt. The 
same result is reached even though part of the money may later 
be refunded, as in the case of termination before the expiration 
of the lease.? 


If the advance payment is in the nature of a security deposit, 
such as protection of the landlord for non-payment of rent, or for 
the performance of the tenant of repair, improvement, or restora- 


2Brown v. Helvering, 291 U.S. 193, 54 S.Ct. 356, 13 AFTR 851. 
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tion covenants in the lease, the amount is not income until the 
condition has been met or removed by the passage of time. 
Likewise, the tenant may not deduct the payment until it has been 
used by the landlord and applied against the rent. 


When the general real property taxes are paid by the tenant, 
the landlord must include the amount as income, but may take a 
deduction for the payment.* On the books of the tenant the tax 
payments are treated as additional rent expense.’ If the tax pay- 
ments are for special assessments, the tenant must pro-rate them 
over the life of the lease.© Again, the landlord includes the 
amounts paid as income; but here, the same as if he had made 
the payment of the special assessment himself, there can be no 
deduction, and the amount is added to the cost basis of the land 
(not depreciable). 


Improvements made upon the property by the tenant are not 
income to the landlord and have no effect upon his books except 
insofar as they increase the sales price of the property when sold. 
This is true even though the value of the improvements go to 
the lessor at the termination of the tax lease.? Also, the owner of 
the property can take no depreciation on the building or other 
improvements constructed by the tenant, since he has no cost to 
amortize. The tenant may amortize his cost of the improvement 
over its useful life or the life of the lease, whichever is shorter. 
It is interesting to note, as explained in a later chapter, that when 
the landlord dies his heir may also depreciate the property, even 
though neither the heir or the original lessor paid anything for 
the improvements. 


General Real Estate Taxes 


The United States Supreme Court in the case of Magruder and 
Supplee® held that when the buyer purchases real estate after the 
general property taxes have become a lien, he cannot take an 
expense deduction for their payment. In Texas, there are several 
cases holding that the general property taxes become a lien on 
January Ist of the tax year, rather than on October Ist, the date 


3Clinton Hotel Realty Corporation, 128 Fed. 2nd 968, 29 AFTR 758. 
4Regulations 111, Section 29, 23(a)-10. 

5U. S. v. Boston & Maine R.R. 49 S.C. 505, 7 AFTR 8881 (1929). 
61T 2164, Cum. Bulletin, June 1925 p. 34. 

7IRC Section 22(b) (11). 

8Magruder v. Supple, 316 U.S. 394, 62 Sup. Ct. 1162, 29 AFTR 196. 
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on which they are due. The effect of the decisions in these cases 
is that the seller is allowed to take a deduction for the real estate 
taxes, even though he does not pay them. In the ordinary contract 
for the sale of real estate, there is a standard provision that the 
real property taxes for the year will be pro-rated between the 
buyer and the seller and an adjustment is made on the date of the 
closing of the sale. 

For example, if the property taxes for the year were $600 and 
the sale was made on November 1, the seller would allow the 
buyer an adjustment of $500 on the purchase price (10/12 of 
$600) and the buyer would assume the responsibility for the pay- 
ment of the $600 on the due date, his net cost being the difference 
of $100 (2/12 of $600). Since the taxes have already become a 
lien against the property, the buyer may not take a deduction for 
the payment of the $100. His cost basis is increased by this 
amount. For tax purposes? the seller treats the $100 (buyer’s 
share ) as additional sales price (subject to the 50% gain deduction, 
if applicable), and may take an expense deduction for the full 
$600 tax bill. The effect of the long-term capital gain provision 
here makes a distinct advantage for the seller. 

The law provides that interest, taxes and casualty losses are 
deductible, even though they may be strictly personal in nature. 
Therefore, these items are deductible even if they do not specifically 
pertain to the investment property. It is usually desirable, 
however, to treat such expenditures wherever possible as business 
(investment) expenses. In this manner the taxpayer can get full 
benefit of the deductions and in addition is allowed the standard 
deduction of ten per cent of his adjusted gross income for personal 
living expenses. 


Capital or Revenue Expenses 


Other expenses of operation and maintenance of such property 
include management expenses, traveling expenses, legal expenses, 
depreciation, commissions paid, fire insurance premiums, ordinary 
repairs, and all other maintenance expenses which are paid by 
the landlord. Specific items that are not deductible are: special 
assessments for local improvements, and capital expenditures for 
additions, replacements, remodeling, rebuilding and extraordinary 
repairs, which improve the property permanently and tend to 


9Cooledge v. Commissioner, 40 BTA 1325, December 29, 1939. 
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increase its useful life. As mentioned above, special assessments 
must be charged to the cost of the land, not the building thereon, 
and no advantage may be taken of them until the property is sold, 
Capital expenditures on the buildings may be depreciated over 
the useful life of the buildings. Improvements to the land itself, 
such as sewers, sidewalks, driveways, and curbings, can be 
depreciated only if they have a limited useful life. 

It is often very difficult to determine whether a particular 
expenditure is capital in nature or whether it is an ordinary repair. 
Repairs are defined as those expenditures which neither materially 
add to the value of the property nor appreciably prolong its life, 
but serve to keep it in an ordinary efficient operating condition. 
Painting the outside of a house or building and papering the 
inside are generally regarded as repairs. Improvements in the 
heating system, plumbing system, electrical system, and other 
major alterations are generally treated as capital expenditures. In 
the latter cases it would be necessary to make a definite improve- 
ment in the installation rather than merely to maintain the already 
existing installation. 

In the case of ordinary repairs, the deduction is allowed to the 
one who pays for them—the landlord or the tenant. Ordinarily 
the landlord is the one allowed to depreciate the property for tax 
purposes.!° An exception to this rule occurs when the tenant is 
to maintain the property so that it has the same value at the end 
of the lease. In this case the landlord has no depreciation allowance 
since theoretically the property is not decreasing in value; and 
the tenant has no allowance because he is not the owner. He may, 
however, deduct any expenses incurred in the maintenance of the 
property under the terms of the lease.!! 


Sometimes the owner of residence property occupies part of 
it as his own personal residence. All of the rules for income and 
deductions are exactly the same with the exception that the 
expenses must be pro-rated over the portion used as personal 
residence and the portion rented to others. Sometimes it is 
equitable to make this pro-ration on the basis of the number of 
rooms; and in other cases it is more practical to allocate it on an 
apartment basis or family unit basis. Of course, if some of the 
items of expenditure applied solely to the rented portion of the 


‘ 10Rose v. Haverty Furniture Company, 15 Federal (2nd) 345, 6 AFTR 
11GCM 11933, Cum, Bulletin 1933, p. 52. 
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house or to the personal portion of the house, the entire amount of 
the expense would be classified accordingly, Depreciation in this 
case is computed the same as if the entire residence were rented, 
but in making the deduction only the business share is deductible. 
In computing the adjusted cost of the residence in the case of a 
sale, only the depreciation which was actually allowed is applied 
as a reduction of the original cost price to determine the tax basis. 


At the end of the year the investor would do well to analyze his 
tax position completely in order to discover any year-end actions 
which might result in tax savings. The year in which a deduction 
for repairs should be taken will depend upon the accounting basis 
used by the taxpayer. Under the accrual basis the expense is a 
deduction in the year in which it is incurred—that is, when the 
contract is made. Most individual taxpayers find it more con- 
venient to report on the cash basis. In this case the repairs become 
a deduction in the year in which the payment is made. 


The effect of borrowing money to pay expenses should be care- 
fully considered near the end of the year. If it is desirable to 
reduce the income of the current year, the taxpayer might do 
well to borrow money and pay his bills before December 31. If it 
is more advantageous to shift the expense into later years, it might 
be possible to defer them by giving a note to the creditor; and 
since the note is not equivalent to cash, no deduction need be taken 
in the current year. 
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V 
SALH OF RHAL ESTATE INVESTMENTS 
Capital Assets 


One of the most controversial points in the entire income 
tax law is the determination of whether or not the property being 
sold is a capital asset, It is desirable to analyze the investment 
from this point of view even before the original purchase of the 
property is made, The term capital asset is easier to define by 
excluding all of those items which are not capital assets, As stated 
in the immediately preceding chapter, real estate may be held 
primarily for sale in the regular course of the business or it may 
be held primarily for rental purposes, and in the latter case it is 
said to be used in the trade or business. Careful attention should 
be given to the phrase ‘used in the trade or business.” Property 
may be used in the trade or business of a taxpayer even though 
he is engaged in another trade or business, devotes little time to 
the property, and owns only one parcel, and even though the rental 
income represents only a nominal share of his total income. Thus, 
if “A” buys a piece of property for the purpose of renting it, either 
as a residence, as business property, or as a farm, for tax purposes 
“A” is using this property in his trade or business. Taxwise, 
his trade or business in that instance is renting real estate. 


Property falling into either of the two above classifications is 
not a capital asset but is designated as an ordinary asset. If these 
two categories are excluded—property held primarily for sale 
in the ordinary course of the business, and land or depreciable 
property used in the trade or business— the result is that very 
little real estate held for investment purposes is a capital asset. 


A personal residence does not fall into either of the two above 
categories and is, therefore, a capital asset. Also, property lying 
idle may be a capital asset if there is no trade or business connected 
with it. 

There is a conflict on this latter point between the Tax Court 
and the United States Circuit Court of Appeals. In the Carter- 
Colton Cigar case! in which the Commissioner acquiesced, the 
Tax Court held that where a corporation sold a vacant lot which 


1Carter-Colton Cigar Company v. Commissioner, 9 Tax Court 219, August 
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had been purchased for a building site but was never used as such, 
the property was used in the trade or business and an ordinary 
loss was allowed since it was not a capital asset, In eek v. 
Commissioner,’ decided in the seventh cireuit on february 6, 1950, 
the cireuit court held that Beek had sold a capital asset, and that 
his loss, being a long-term capital loss, was only 50% deduetible, 
Beek had held the property for about six years and had numerous 
development plans during that time, all of which had been 
abandoned before the property was actually put to use, A possible 
explanation for the conflict between these two cases is that in 
the case of a corporation the courts may be more inclined to 
treat almost any property owned by it with a business intent as 
used in the trade or business, Individuals, however, may have 
to show more definitely that there is actually a trade or business 
connected with the ownership of the property, It should be noted 
here that if the property in either of these cases had been sold 
at a gain, the taxpayer would have been on the “other side of the 
fence,” claiming that the property was not used in the trade or 
business, and therefore was a capital asset subject to the capital 
gains treatment. 

The attitude and intention of the taxpayer toward his property 
is extremely important in the determination of whether or not it 
is a capital asset. Where the facts indicate that the taxpayer has 
changed his attitude toward holding property for one purpose and 
is now using it for another purpose, the court will ignore the 
original purpose. The important point is why the property is being 
held (the current attitude toward it), and the purpose for which 
it was originally acquired is immaterial. 

Before discussing the effect of classifying a piece of property 
as a capital asset or as an ordinary asset, one other important code 
provision on this subject must be noted. As stated above, most 
real property held for investment purposes falls outside of the 
definition of capital assets. In order to afford the taxpayer some 
relief from these provisions, the Revenue Act of 1942 inaugurated 
a relief section, known in the tax field as “Section 117j.” This 
section was designed to give relief to those holding real estate for 
rental purposes as opposed to those holding it primarily for sale 
in the regular course of business. This relief provides that even 
though technically land or depreciable property used in the trade 
of business is not a capital asset as defined above, it may in some 


2Beck v. Commissioner, 179 Fed. (2nd) 688, Feb. 6, 1950, 
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cases be treated ay if it were a capital asset. The property must 
be held for a period over six months, as in the case of long-term 
capital asset transactions, 

It should be carefully noted that this relief Section 117) does 
not apply to property held for sale in the regular course of the 
business—inventory, Ina case decided by the Tax Court in June, 
1951, the taxpayer was disposing of rental houses which had 
been constructed during the war, The court said that even though 
he might have built the houses originally to rent, and even though 
he might have rented them for a period of years, when he sold 
thirty-two houses in the first year and over two hundred in the 
second year, this action indicated that he was holding the properties 
for sale and not for rent, Section 117j is intended as relief for the 
person who holds real estate for investment purposes, not for 
the person who is in the business of selling real estate for profit, 
Therefore, in this case the taxpayer was taxed on ordinary income, 

Assuming that the property which is the subject of the sale is a 
capital asset, the next problem is the effect of such classification. 
The effect is that, if the property has been held for a period longer 
than six months, the sale will be a long term capital asset transaction 
and only one-half (50%) of the gain or loss will be taken into 
account, Capital assets which have been held for six months or 
less are treated as ordinary assets; and gains are fully taxable and 
losses are fully deductible. These are called short term capital 
asset transactions, 


If the property is treated as if it were a capital asset under the 
relief provision of 117j, and the net result of all transactions of 
such a nature within the taxable year is a gain’, the gain 
will be treated as a capital gain and only one-half of the income 
will be taken into account, Another feature of this section which 
may be favorable to the taxpayer is that if the net result of these 
transactions is a loss, the full amount of the loss will be deductible 
as an ordinary loss, 

The Revenue Act of 1951 has made a technical change in the 
wording of the capital gains law. Prior to this act the Internal 
Revenue Code stated that 100% of long term capital gains would 
be recognized but only 50% would be taken into account in the 
tax return. Long term capital gains must be offset against long 


3See the next chapter on the subject of involuntary conversions which are 
also included in the determination of the net result for the year under 
Section 117}. 
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term capital losses in order to determine the net long term capital 
gain or loss, Short term transactions are handled in a similar 
manner and the net short term result is added to or subtracted 
from the net long term result to arrive at a net gain or loss from 
all capital transactions, Since long term gains and losses are 
divided by two before being used in these computations, the 
effect of the wording under the previous law was that a net short 
term capital loss would offset twice as much original long term 
capital gain, For example, if there were a long term capital gain 
of $10,000, only $5,000 of it would he taken into account, If at 
the same time there happened to be a short term capital loss of 
$2,000, the net gain from all capital transactions would be $3,000 
($5,000 minus $2,000), Actually, this means that a $2,000 loss 
has cancelled a $4,000 gain and the remaining $6,000 gain is 
divided by two, leaving only $3,000 of net taxable income, 

The new law‘ is worded so that 100% of the long term capital 
gain is taken into account in the computations, but later a 50% 
deduction is allowed on the excess of the net long term capital 
gains over the net short term capital losses. Under this method 
of computation, the $2,000 loss will only offset $2,000 of the gain. 
The computation would be made by including a gain of $10,000 
less a loss of $2,000, leaving a net gain of $8,000, on which a 
50% deduction of $4,000 is allowed, making a net taxable gain of 
$4,000 instead of $3,000 as under the old law. 

Up to this point there has been considerable discussion of the 
classification of the property as to whether it is held primarily for 
sale or primarily for rental and as to whether it is a capital asset, 
ordinary asset, or a 177) asset. More important than the classifica- 
tion of these assets is the question of the effect on the taxpayer of 
each classification, In the preceding chapter the effect upon the 
current year’s operating expense and income was discussed, Here 
the question is the effect when there is a sale of the property, The 
next few paragraphs are devoted to cases and illustrations at- 
tempting to show when the situation is favorable to the taxpaye: 
and when it is detrimental. 


At the outset, it must be understood that ordinary income from 
these transactions, being fully taxable, is undesirable, while the 
income from capital gains is only 50% taxable. On the other 
hand, ordinary losses are more favorable than capital losses 


4IRC, Sec. 23(ee), added by Sec. 322 (a) (1), 1951 Act. 
SIRC, Sec. 117(b), as amended by Sec. 322 (a) (2), 1951 Act. 
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because the former are fully deductible and the latter are only 
50% taken itito account. 


The sale of ptopetty held primarily for sale in the regular 
cotitse of the bitsitiess always festilts it ati orditiaty gaiti of loss. 
Retital property (ised in the trade of btisitiess) cotiies titidet 
Section 117); atid the taxpayer has the advatitage here whether 
there is a gait oF loss, sitive 505% of the gaits are takeH itite 
aceoutit but the full amoutit 6f the losses are deductible. 


Orly $1,000 of net capital loss he applied agaist ordinary 
income if ene year, although a hushand and wife Aling separate 
FetiFis may each deduct 81,000 if the loss is fram the sale af come 
munity 


_ dna series af Tax Court eases in 1949, the follawing decisions 
illustrate the classification af the nature af the property far tax 
puFpAses, 


(1) X& had one piece of real estate which he had 
awned and rented for many years, The property was sold 
at a loss and the taxpayer attempted to use the excess loss 
as a net operating loss carry-over or carry-hack to another 
year, 

Held; There was no business operating loss since the 
taxpayer was not in the business of buying and selling real 
estate, 


(2) Y was in the business of buying and selling real 
estate. He also owned many rental properties, During 
the housing shortage in the war years, he sold some of 
his rental properties. The taxpayer claimed that the gain 
on such sales was a capital gain under Section 117j and 
not ordinary income from the sale of his stock in trade. 


Held: The gains were capital gains, since as to the 
particular properties sold his business was renting and not 
selling, and therefore, these were not inventory items.” 


(3) Z bought a plot of ground for a new factory but 
it was never used for such purpose. He eventually divided 
it into small lots built a few houses thereon, and sold the 
property over a period of six years. 

Held: The taxpayer was in the business of buying and 
selling real estate, and the profits from the sales were 
ordinary income and fully taxable.® 


eo Claudia, Tax Court Memo, June 27, 1949, 49162 P-H Memo 


‘7Farry v. Commissioner, 13 Tax Court 8, July 6, 1949. 
— R. H., Tax Court Memo, June 22, 1949, 49155 P-H Memo 
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It is very important for the taxpayer to watch closely the 
length of time he holds the properties. If his holding period is 
iti the vicinity of six months, he shotld sell at a loss before the six 
north period ttitis otit atid shotild sell at a gaiti after the six 
itiotiths have passed. Matiy taxpayers have failed to take advatitage 
of the the law allows sitiply beeatise they have 
failed tu speed ti oF delay the sales tratisaetion by a few days. 

Atiother favorable effect of classifying the property sold as a 
capital asset is that Gt stieh sales are taxable at a 
rate of 25%, Phe Revenue Aet of 1951 has increased this maximum 
rate to 26%, effective beginning with the calendar year 1952.5 
This maximum limitation means that ne matter what income tax 
hracket the individual happens to he in, the net capital gains will 
hot he taxed at a Fate greater than that maximum percentage. 
In making the eamputation, these gains are separated fram the 
ather taxable income, the tax is computed at the ordinary rates an 
such ather income, and an amount equal ta 25% (ar 26% under 
the new law) is added to the tax just computed, The taxpayer 
must he paying in approximately the 50% bracket or higher in 
order for this maximum rate to be beneficial. For example, a 
husband and wife filing jointly would have to have a total net 
income after deductions but before exemptions of about $28,000 
before it would be desirable to use this alternative tax rate. 


Cost or Other Basis 


In order to determine the gain or loss resulting from a sale 
on a piece of property, it is necessary to know both the sales price 
and the cost of the property. The amount of the sales price is 
usually known because it is determined by the contract between 
the parties. The accuracy with which the cost can be determined 
will depend upon the adequacy of the cost records kept by the 
taxpayer. The word cost is used here to indicate the amount which 
must be compared with the sales price to get the taxable income 
or loss on the transaction. Cost, tax cost, or adjusted cost are the 
terms used by most investors. In the tax field, the term “basis” 
is used, since in most cases the amount is not the same as the 
original price of the property. 

If the property is purchased subject to a mortgage, for tax 
purposes the mortgage is treated as the equivalent of cash paid, 


9IRC, Sec. 117 (c) (2), as amended by Sec. 322(b), 1951 Act. 
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and the purchaser's cost basis for depreciation purposes is the 
total purchase price, It is not limited to the taxpayer's equity, 
When the property is sold, the same rule is applied, The sales 
price includes the amount of the mortgage lien against the property 
at the time of the sale,!° 

Ordinarily the amount of the adjusted cost is equal to the 
original price paid for the property, plus the amount of the capital 
additions or improvements since the date of purchase, less the 
amount that has been recovered through the annual depreciation 
allowance. Each item of capital expenditure, as opposed to 
ordinary repairs, made during the time he owns the property will 
increase his adjusted cost at the time of sale, and consequently, 
will reduce the taxable gain resulting from the sale. As stated 
previously, accurate records must be maintained in order to take 
advantage of these expenditures for capital improvements. 

Often the taxpayer does not know whether a particular expendi- 
ture should be classified as a capital improvement or as an ordinary 
repair. He should seek advice as to the proper method of handling 
such items on his books. In some instances the taxpayer has failed 
to receive the greatest tax benefit from such expenditures because 
they have not been properly entered or because the bill or other 
item of evidence did not properly state the nature of the work 
done. For example, an electrician might render a bill stating that 
he had installed a wiring system in a building. This statement 
standing alone would indicate that the expenditure was of a 
permanent nature, and that it should be added to the original 
cost of the building. On the other hand, the electrician might 
have rendered his bill stating that he had repaired the electrical 
system, indicating that the work done was an ordinary repair 
which should be charged as an expense to the current year’s 
income. 


It is not always advantageous for the taxpayer to treat the 
item as an increase in his cost. It may be that it would be better 
for him to take advantage of the entire expenditure in the current 
year. In fact, most taxpayers are inclined to take all expenditures 
possible in the current year rather than to defer such expenditures 
over the remaining life of the property. In making this decision 
the taxpayer should consider the possibility of a sale of the property, 
the time at which such a sale might be made, whether the sale 


10Crane, 331 U.S. 1, 67 Sup. Ct. 1047, 35 AFTR 776. 
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might be at a gain or loss, whether the income from the property 
or the taxpayer's other income will he greater or smaller in the 
future, and whether tax rates will be higher or lower in the 
future, The recital of these considerations may infer that the 
taxpayer has an election or option to treat expenditures as capital 
or revenue charges, Such is not the case, since the treatment 
must he determined by the facts of the given case, 


Personal Residence of the Taxpayer 


Residential property purchased or constructed by a taxpayer 
for use as his personal residence and so used up to the time of sale 
is a capital asset; therefore, the gain on such sales if the property 
has been held for more than six months is only 50% taxable.!! 
It should be carefully noted, however, that if the taxpayer’s 
personal residence is sold at a loss, the Joss is not deductible. 
This is because ordinarily losses are only deductible if incurred 
in a transaction entered into for profit, or if they are certain types 
of casualty losses. 


As mentioned earlier, depreciation is not deductible in the case of 
the personal residence; therefore, the original cost price is not 
reduced by annual depreciation as in the case of other real estate 
investments. Improvements are added to the original cost price 
of the personal residence and careful records should be kept 
showing the additional cost resulting from such improvements. 
Many taxpayers have lost thousands of dollars in the adjusted 
cost price at the time of the sale of their personal residences 
because of a failure to keep records on their capital improvements 
during the time of their occupancy.!? 


If there is a likelihood that a personal residence is to be sold 
at a loss, the taxpayer should consider the possibility of converting 
the property to business use. If the home is rented or if there 
is sufficient evidence of a conversion to a business use!’, the 
property when sold may fall within Section 117j and the gain, if 
any, will only be 50% taxable but the loss will be 100% deductible, 
subject to the capital loss limitation on the amount of loss which 


11See the next chapter concerning the application of the tax-free exchange 
laws to the sale of the personal residence by the Revenue Act of 1951. 


12Simmons, Rose L., Tax Court Memo, August 30, 1950, 50211 P-H 
Memo T.C. 


13Fagan, Tax Court Memo, Jan. 26, 1950, 50017 P-H Memo T.C. 
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can be deducted in any one year. There must be an actual con- 
version to business use, and the mere listing of the property 
for rent will not amount to such a conversion. 


In addition to deducting the adjusted cost from the sales price 
of the property, the expenses of the sales transaction may also be 
deducted. In the case of a loss these may be used to increase the 
amount of the loss. A partial check list of these expenses includes : 
commissions paid by the seller, attorney fees, abstracting expenses, 
preparation of legal papers, escrow fees, federal tax stamps, 
advertising, and any other expenses paid by the seller that are 
directly attributable to the sale of the property. 


Installment Sales of Real Estate 


On every major sale of real estate, the taxpayer should consider 
carefully the possibility of having the sale treated as an installment 
sale, The effect of such treatment is that he can defer the income 
from the sale over a period of several years rather than pay the tax 
upon the entire amount in the year of the sale, In order to comply 
with the provisions of this section of the law, an actual cash or 
property payment must be made in the year of the sale; also the 
total amount paid in this year must not be in excess of 30% 
of the total sales price, It does not matter how short or long the 
period of deferred payments lasts. The entire balance may be paid 
in the second year, The percentage of profit in terms of per cent 
of sales dollar is computed on the whole transaction in the year 
of the sale. In subsequent years the profit percentage is applied 
to the total amount of payments received in each year and the 
resulting amount is the taxable income for that year. Thus, the 
gain on the sale is pro-rated proportionately to subsequent years 
according to the amounts paid on the contract in each year. The 
installment method may not be applied to losses, but the capital 


gains provisions apply to installment sales as well as to ordinary 
sales of real estate. 


one 
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CuHapter VI 


TAX-FREE EXCHANGES AND INVOLUNTARY 
CONVERSIONS 


Tax-Free Exchanges 


Exchange of property in the real estate field is rather unusual, 
but sometimes a great tax saving may be made if the parties can 
work out an exchange instead of a sale. The law provides that 
if a certain type of property is exchanged for other property 
of like kind (here, like kind is interpreted liberally), then there 
will be no gain or loss recognized on the transaction, ‘The theory 
is that a complete transaction has not yet been consumated and 
the taxing of the gain is deferred until a final cash sale has actually 
been made, If the taxpayer has very low adjusted cost, this 
provision in the law can be most advantageous, Prior to 1951 
it applied only to property held for productive use in trade or 
business or property held for investment, Under the Revenue 
Act of 1951 exchanges of personal residences are allowed the 
same tax-free exchange treatment. It does not apply to property 
held primarily for sale (stock in trade) or to securities, Property 
of like kind includes an exchange of almost any real estate for 
other real estate—city property for a farm; unimproved real 
estate for improved real estate; and oil, gas, and mineral rights 
for improved reality. 

In order to enter into a transaction of this nature, it is often 
necessary for one of the parties to give cash or other property 
“to boot.” If there is “boot” involved in the transaction, the party 
who receives it must report his gain on the transaction up to that 
extent—that is, up to the amount of cash or other property 
received in addition to the property of like kind. The cost basis 
of the new property to the taxpayer is the same as his basis for 
the old property, increased by the amount of gain recognized, if 
any, on the transaction, and decreased by the amount of cash or 
other property received. 

An example of the operations of the tax-free exchange laws is 
presented in the case of Elliott’s machine shop.' His original 
cost of the shop was $30,000 and his present tax basis was $25,000 
(the original cost less $5,000 depreciation). The current sales 


lop. Cit., Prentice-Hall Weekly Letter, September 10, 1951. 
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value was $40,000 ; and if he had sold this property and purchased 
a display and sales building which he was considering, he would 
have been taxed upon the gain of $15,000. Fortunately, he was 
able to exchange the old property for the new building, and as a 
result there is no tax to pay at this time. The new building was 
presumably worth $40,000 also. His new basis, since there was 
no boot received on the transaction, is $25,000; but no gain will 
be taxed until there is an actual sale of the new building. 

The Revenue Act of 1951 makes the tax-free exchange laws 
applicable to “exchanges” of personal residences. This new law 
is entirely different from the tax-free exchange laws in one 
respect. In the case of the personal residence there may be an 
actual sale of the old property. An actual exchange is not necessary. 
The new residence may be purchased at any time from one year 
ptior to the date of the sale of the old residence to one year after 
stich date. Obviously, sitice a ptior purchase is allowed, it is not 
fecessaty to trace the proceeds itt any matiner to the purchase of 
the tiew tesidetice. The tax basis of the new ote will be the satne 
as that of the old, itereased by atiy excess atnotitits paid for the 
few, atid decteased by the atiotitit, if atiy, by which the sales 
price of the old is tiofe that the cost price of the new. The holding 
period for the piitpose of the determination of capital gaits treat- 
ment hegivis te Fun or the date of acquisition of the old residence, 

The new law niakes no change in the old ule that a loss upon 
the sale of a personal residence is not deductible, If the taxpayer 
does actually make an exchange of the residences instead of a 
sale and purchase, he still may come under the tax-free provisions, 
since the exchange for this purpose will he treated as a sale, It 
is important to note that the new law giving the henefit te the tax- 
payer who sells and purchases a new residence does not change 
the prior law requiring that in the case of property held for 
productive use in the trade or business or for investment purposes 
there must be an actual exchange. In this respect the personal 
residence provisions are more closely related to the involuntary 
conversion provisions discussed in the next section than to the strict 
tax-free exchange laws, 


Involuntary Conversions 


The individual investor should be aware of the fact that the 
law makes special provisions for property which is lost by 
condemnation proceedings, fire, and other forms of destruction. 
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If such property is a capital asset, depreciable business property, 
or land used in the business, and if the property has been held by 
the taxpayer for a period longer than six months, the law favors 
the taxpayer by providing that no gain shall be recognized on the 
transaction if the entire proceeds are immediately reinvested in 
property of like kind. The interpretation of the words like kind 
is very strict in this case. The requirement is that the condem- 
nation proceeds, insurance, or other proceeds be reinvested in 
property which is in fact very similar to the original property. In 
such a case one experienced in the tax law should be consulted 
as to the length of time which the proceeds might be held before 
reinvestment, and as to the type of property which would come 
under the “like kind” provisions of the law, and as to the possibility 
of establishing a replacement fund in case similar property is not 
immediately available. 

In case some of the proceeds of the involuntary conversion are 
not reinvested, a gain will be recognized up to the amourt of the 
tinexpetided proceeds, The tax basis of the ew property is the 
sattie as that of the old property iticreased by atiy excess feitivested 
overt the proceeds the old, iticreased by atiy gaiti tecogtized, 
atid decreased by atiy proceeds which were tiot feitivested it the 
Hew property: 

Property disposed of through involuttary conversion is ineluded 
with all the other transactions of the year when determining the 
taxpayer's vet result under Seetion 117) as deseribed in the 
preceding chapter, If there is a loss upon the inveluntary eane 
version of the taxpayer's property, the entire amount of the lass 
is recognized, This is another example of an instance where the 
law is faverable to the taxpayer whether there is a gain ar a lass 
an the transaction, 

In one case a landlady owning a rooming house near a college 
campus had her building entirely destroyed hy fire. She had 
purchased the rooming house in 1910, and practically all of her 
cost had been amortized through annual depreciation, She had 
been wise enough, however, to increase the amount of her fire 
insurance in proportion with the rising market value of her 
property, As a result, if the landlady had been required to pay 
the income tax in one year on the entire $35,000 of insurance 
proceeds which she received, she would have been out of business 
and would have taken a terrific loss in annual investment income. 
After receiving competent advice, this lady immediately reinvested 
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the entire amount of the insurance proceeds in another rooming 
house and consequently had no income tax to pay on the transaction. 
At the same time she had approximately the same value of 


investment property that she had lost, with its resulting annual 
income. 


In another case, the taxpayer did not fare so well. Rutland, a 
farmer, owned a piece of valuable farm land near a military air 
base. During the war the base was expanded, and his property was 
taken to provide additional runways. Rutland, while waiting for 
the government red tape to approve the payment for his property, 
had a chance to buy a similar piece of farm land nearby. He 
purchased the other property by means of a purchase money 
mortgage and paid the mortgage note immediately after receiving 
his proceeds from the government. In the tax case decided under 
the involuntary conversion law, it was held that Rutland would 
have to pay the income tax on his entire gain from the condemna- 
tion proceedings. The court said that since Rutland did not reinvest 
the same proceeds in the other piece of farm property, he could 
not come within the involuntary conversion provision of the law. 
The result of his case would not be the same under the current 
law. It provides that an anticipatory replacement or the discharge 
of a mortgage from the proceeds received will not prevent the 
non-recognition of the gain. Thus the former “tracing rule” has 
been eliminated by the current law. 
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SPECIAL PROBLEMS RELATING TO PROPERTY 
RECEIVED BY GIFT, DEVISE, OR INHERITANCE 


Although there may be a federal estate tax, a state estate tax, 
a state inheritance tax, or a federal gift tax upon property received 
by gift, devise, or inheritance, there is no federal income tax 
on the receipt of such property. The income tax begins to apply 
to the income from the property as soon as it is received. In 
general, all of the laws applying to income and expense from 
real estate which was purchased will be equally applicable to 
property acquired in the above manner. One exception is in the 
case of depreciation. Since the present owner did not pay anything 
for the property, he has no actual cost to depreciate. The law, 
however, allows him a “substituted basis” for tax purposes; and 
this amount is subject to depreciation over the estimated useful 
life of the property from the date of acquisition by the present 
owner. The accurate determination of this substituted basis will 
depend upon a complete financial record of the property since its 
original acquisition by the donor of the decedent. 


Property Acquired by Gift 


If property is received by the taxpayer as a gift (made after 
1920), the basis to the taxpayer will depend upon whether or 
not the sale of such property results in a gain or loss. If the 
property is sold at a gain, the cost will be the satne as it would 
have been in the hands of the original donor of the gift. If the 
property is sold at a loss, the adjusted cost to the taxpayer is the 
donor's cost of the fair market value of the property at the date of 
gift, whichever is lower, The whichever-is-lower clause in this 
section of the law is favorable to the government as against the 
taxpayer, since a lower basis will result in a smaller amount of 
deductible loss on the sale, 


For an example of the above two rules, assume that a father 
purchased the property in 1948 for $25,000, and that he gave it 
to his son as a gift in 1950, at which time the property was worth 
$28,000, If the son sold the property in 1951 for $30,000, his 
taxable gain would be $5,000 ($30,000 minus $25,000), since 
his basis would be the same as the cost to his father, that is, 
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$25,000. If the son sold the property for $22,000, his loss would 
be $3,000 ($25,000 minus $22,000). His basis in this instance 
would still be the $25,000, since it is lower than the value at the 
date of the gift. 


Property Acquired by Devise or Inheritance 


If the property was acquired by the taxpayer, either by will 
or under the laws of descent and distribution, the tax basis of 
the property is the fair market value of the property at the date 
of death of the decedent. The implications of this rule are 
obvious. If a father purchased property in 1925 for $10,000 
and he left it to his son at a time when the market value of the 
property was $35,000, the son will have a basis of $35,000, and 
neither the father nor the son will have to pay any income tax 
on the $25,000 increment. If the son were to sell the property 
for its fair value, $35,000, soon after the father’s death, he would 
have no gain or loss. 


Many attorneys, in their attempt to obtain a low valuation of 
the decedent’s property for estate tax purposes, overlook entirely 
the effect of the income tax laws. When the property is sold by 
the heirs, the estate tax valuation is the cost basis for the determina- 
tion of the gain or loss. In one case a father left property to his 
soti which had an approximate value of $100,000 at the date of 
death, The valuation was difficult to determine, and it could 
reasonably have varied $20,000 either way, The attorney was 
diligent in atguing for a lower valuation, and $80,000 was agreed 
upon for estate tax purposes, A few motiths later, the son sold 
the property for $120,000, His basis, the value at the date of death, 
was $80,000; atid this resulted i a $40,000 short term capital 
gain, which was fully taxable to the son, ‘The estate tax rates are 
not nearly as high as the income tax rates, and in this ease the 
additional income taxes on the sale were much greater than 
the saving i1) estate taxes, 


When a tenant constructs a building upon a plece of leased 
property, he ean depreciate his cost over the term of the lease, 
The owner of the property has no depreciation since he has no cost 
to amortize, However, when he dies, the helr who receives the 
inherited property is entitled to depreciation, This is heeause his 
basis is not the cost but the value at the date of death, The Tax 
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Court in the Currier case! said, in effect, that investment by the 
owner, although not present before death, is accomplished as to 
the heir by the intervention of the estate tax upon the improve- 
ments transmitted from the decedent. Since the heir has acquired 
a basis by the incidence of the estate tax, the gradually disappearing 
value of a wasting asset cannot be replaced except by periodic 
depreciation of its value. It should be pointed out here that only 
the building will be depreciable and not the land. Therefore, it 
will be up to the taxpayer to prove an equitable allocation of the 
fair market value of the entire property between the depreciable 
elements and the land itself. 


It is often difficult to determine whether property received by 
inheritance is a capital asset. In the Maley Case? it was held 
that when the father devised to the son real property containing 
a harvested crop, the property, which was not a capital asset in 
the hands of the father since it was used in his trade or business, 
was converted into a capital asset on his death. The reasoning 
is that the character of the property in the son’s hands is deter- 
mined by the use to which he puts it. In the principal case the 
courts said that the crops were not the stock in trade of the son, 
even though he continued to market them, and that therefore the 
property was a capital asset. 


ICurrier vy. Commissioner, 7 Tax Court 980, October 16, 1946, 
2Maley, 17 ‘Tax Court (No, 29), 1951 
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CONCLUSION 


In addition to presenting the basic income tax law as it applies 
to real estate investments, this paper emphasizes three points. 


First, one of the most important prerequisites for minimizing 
income taxes and sustaining a tax claim is the keeping of complete, 
accurate records of all business transactions. It is common fallacious 
reasoning to believe that personal records need not be as formal 
and efficiently kept as the records for a business. This attitude 
is one of the main reasons why many taxpayers are unable to 
support their contentions in tax conferences and in court. 


Second, every investor should obtain the aid of a competent 
Certified Public Accountant or Attorney at Law specializing in 
tax work. This tax advisor should be made responsible for keeping 
up to date with the current law, for making suggestions at any 
time that will help reduce taxes, and for reviewing every proposed 
transaction for the purpose of analyzing the tax consequences 
thereof. 


Third, the time for proper tax planning is before the transaction 
is made. Planning in advance with the aid of competent advice 
can materially reduce taxes. Fabricating advantageous contentions 
after the deed is done inherently lacks the foundation of bona fide 
intentions. 
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